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COLLAPSIBLE CORPORATIONS
MICHAEL K. RYAN

There is a story which the Dutch tell to explain how the
people of the Netherlands feel about their taxes. They state that
their taxes are very much like their flag. They get red when they
talk about them, white when the tax bills arrive and blue after
they pay them. Perhaps we in the U.S. can add that in addition
to getting red, white and blue, we also see stars.
This can be particularly true when a taxpayer finds that his
capital gain on the disposition of his stock in a corporation is
suddenly converted to ordinary income because the corporation
in which the stock was owned was collapsible. To avoid this
traumatic result, tax practitioners must understand and be able
to apply Section 341 of the 1954 Internal Revenue Code. This
section is probably one of the most complicated pieces of legislation in the Code.
As to the background of Section 341, the long-standing rules
which provide for capital gain treatment for a shareholder who
sells his stock in a corporation, receives property in liquidation
of a corporation, or receives a capital gain distribution from a
corporation, led to a device known as the "collapsible corporation." Typically this device followed the outline of an individual
or group of individuals forming a corporation to "construct" or
acquire property with the objective of selling the stock of the
corporation or liquidating the corporation in order that a significant amount of ordinary income which would have been generated at the corporate level would be converted to long-term
capital gain. This device first became popular in the motion
picture industry. The real estate industry also discovered that
the theory of collapsibility was readily adaptable to its operation, and soon followed the approach.
In the motion picture industry the tax shelterof capital gains
was used in this context by forming a corporation, producing a
movie which had income potential, and then liquidating the corporation and assigning the movie rights to the shareholder. Since
the shareholder reported long-term capital gain upon the
liquidation equal to the fair market value of the movie rights,
less the cost of the stock to him, he received a stepped-up basis
for such and realized tax free income upon the distribution to
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the extent of such basis. Therefore, the shareholder had effectively converted what would have been ordinary income from
the exhibition of the film to long-term capital gain.
The approach by real estate builders and investors was similar
to the movie industry. After liquidating the corporation before
it realized substantial income from the improved real estate and
after receiving a stepped-up basis for the property, the shareholder sold the property. As in the case of the production of a
movie, since the sales price normally approximated the liquidation value, the ordinary income which the corporation. would
have carned was converted into long-term capital gain at the
shareholder level via a liquidation.
In addition to liquidation the same results could be accomplished through the sale of stock in the collapsible corporation
and, to a limited extent, the same results could be accomplished
by way of a partial liquidation.
Prior to 1950 the Treasury attempted to deal with this
problem with several non-statutory weapons. One such argument (which has been used most recently in connection with
professional service corporations) was a disregard of the corporate entity. The results of this approach would be to tax the
shareholders directly as members of a joint venture on the basis
that the corporation lacked substance. Another approach treated
the stock of the corporation as additional compensation on the
premise that the principals had received inadequate salaries. A
third approach attacked the problem with the judicially
developed doctrine of an anticipatory assignment of income.
The Commissioner for the most part was unsuccessful with
these attacks.
In 1950 Congress passed the collapsible corporation provision
as part of the 1939 Code to close the loophole through which
business profit was converted to long-term capital gain.
Section 341 is quite intricate and as I stated previously has
been termed by many tax practitioners as the most complicated
provision in the 1954 Code. This contention is supported by the
fact that one sentence contains in excess of 500 words.
However, the principle of the provision is quite simple. The
section in substance states that if a shareholder disposes of his
stock or receives a distribution from the corporation in a transaction which would result in long-term capital gain, he must
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instead give ordinary income treatment to such gain if the
corporation is collapsible.
As it appears in the present statute the wording of the section
is far-reaching and therefore must be considered by all tax
practitioners in rendering their opinions as to the federal income
tax effects of a transaction.
In general section 341 can be said to consist of three parts: a
definition (341(b)), a presumption (341(c)), and three sets of
limitations (341(d), (e) and (f)).
THE DEFINITION
The definition can be broken down into five essential parts. A
collapsible corporation is a corporation which is:
1. formed or availed of;
2. principally for:
a. the manufacture, construction or production of
property;
b. the purchase of property which is 341 assets; or
c. the holding of stock of another corporation that was
formed or availed of;
with view to a sale or exchange of stock by the share3.
holders or a distribution to the shareholders;
4. before the realization by the corporation of a substantial
part of the income to be derived from the property that
was manufactured, constructed, producedor purchased;
and
5. the realization by shareholders of gain attributable to
such property.
To simplify the definition we can say that a collapsible corporation is a corporation formed or used to acquire property to
be followed by an attempt to convert the ordinary income
which would be derived from the property into long-term
capital gain through a liquidation of the corporation, a capital
gain distribution to the shareholders or a sale of its stock.
This definition seems to imply a subjective test of intent
where there is a sale of the stock or receipt of distributions of
cash or assets in excess of their basis in the stock before the
realization of a substantial part of the income from the
property. However, the regulations attempt to apply an objec-
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tive test by listing a series of facts which actually dissect the
definition and which, in the mind of the Treasury, establish
collapsibility.
The words "formed or availed of" are intended to not only
make the section applicable to corporations that are specially
created for the evil purpose but also corporations which have
had a long life and are availed of to accomplish the same result.
With regard to the word "principally" it is now well established that it modifies the phrase "for the manufacture, construction or production" so that where a corporation has engaged
in an activity which constitutes manufacture, construction
or production and there is a sale before the realization
of a substantial part of the income to be derived from the
property, it is no defense to show that the sale was not the
principal objective for forming or availing of the corporation.
Probably the part of the definition which has been most
litigated is the part which deals with the shareholder's view to
sell his stock or receive distributions in excess of his basis. The
regualtions state that Section 341 will apply only if the view to
collapse exists prior to the completion of the manufacture,
construction, production or purchase of the collapsible property. With limited exceptions, the courts have adopted this
interpretation. However, the regulations go on to state that if
during the time of the activity of construction, etc., the collapse
could reasonably be anticipated, the view will be deemed to
exist during the activities. As a practical matter, therefore, the
taxpayer must be able to point to events occuring after the
completion of the activities as well as overcome the argument
that there was an intention to collapse before the activities were
completed. Accordingly one can see that a two-pronged
argument such as this, without giving consideration to a codified
presumption of collapsibility (to be discussed later), is difficult
to overcome. For example, suppose a sole shareholder organizes
a corporation to construct and maintain an apartment complex.
Although he is perfectly content with his investment and plans
to operate such for a number of years, he decides that it would
be foolish to decline an offer to sell his shares to a purchaser
who approaches him shortly after completion of the project.
Would it not be difficult for the shareholder in this case to overcome an argument as to collapsibility regardless of his original
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intent to operate the project for the foreseeable future?
The question of who must have the view would not arise in
the foregoing example since the shareholder was also the "decision maker." The answer to this question in the case where
there are a number of shareholders is given in the regulations by
referring to those in the position to determine the policies of
the corporation, whether by reason of owning a majority of the
voting stock or otherwise. Where then does this leave the
minority shareholder? Is his own defense found in Subsection
(d), i.e., the fact that he is a less than 5% shareholder? To this
question the courts have on occasion ruled that in the case
where the taxpayer was never in the position to determine the
policy of a corporation, the view did not exist.
The fourth essential part of the definition of a collapsible
corporation is the meaning of a "substantial part" in the context of the realization of taxable income by the corporation
from the property created from the "collapsible activities."
For many years there was a question as to whether the words
"substantial part" applied to the taxable income realized or the
taxable income to be realized. In other words if the income
realized before the collapse is substantial in relationship to the
total taxable income to be derived from the property, is the requirement satisfied, or is it the case that if the income to be realized is substantial in relation to the total taxable income, the
taxpayer fails to satisfy the requirement? For a number of years
there was a difference of opinion between the Internal Revenue
Service and most courts. However, in 1972 the Service issued
Revenue Ruling 72-48 revoking an earlier ruling and acquiescing
to several decisions which followed the income realized rule.
Accordingly, it seems clear that the test to be applied will be
that which looks to see if the taxable income realized before the
collapse is substantial in relation to the total taxable income to
be derived from the property.
In the determination of whether a substantial part of the
taxable income from the property has been realized, three points
should be noted. First, the determination is made at the date of
collapse. Second, the Zongker and the Kelly decisions have left
us with a yardstick, since 23% and 33-1/3% income realization,
respectively, were held to be substantial. Third, the tax practitioner must determine if the taxpayer/corporation's properties,
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should there be more than one, constitute separate properties
or an integrated project, since as a general rule, the test must be
applied and met by each separate property.
For example: if the taxable income is $50,000 from
each of two properties, a realization of $40,000 (or
40%) from one piece would represent a substantial
realization of income for both if they are an integrated
project. However, if the properties are separate properties, the test must be met as to each and every
property.
COLLAPSIBLE ACTIVITIES
The term "collapsible activities" used hereinbefore refers to
either the manufacture, construction or production of property
or the purchase of Section 341 assets.
The word "manufacture" has its usual definition for this
purpose. Construction, however, means almost anything. Its
very broad interpretation includes almost any activity which
appreciably adds to the value of real estate even though such
activity did not physically change the property. Preliminary
activities such as obtaining a change in the zoning laws when
added to other seemingly
minor steps can constitute
construction. Furthermore, property acquired by the corporation in a tax free exchange can carry this taint even though the
corporation did not originate or engage in the activity. Perhaps
these facts are the reason for the expression, "After building an
apartment project, don't sweep the walks for three years because
you may be sweeping away your capital gains."
Even if a corporation does not participate in the foregoing
activities, it can be collapsible if it purchases Section 341 assets.
In general these assets include ordinary income type assets and
Section 123 1(b) assets (without regard to the holding period)
which have been held for less than three years. There is, however, an exception for manufacturing assets. Furthermore, as a
result of the definition of 341 assets, every corporation holding
appreciated inventory with a holding period of less than three
years could be vulnerable to the collapsible corporation attack.
The regulations provide relief in this regard through the provision of a normal inventory rule for corporations with a sub-
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stantial business history.
TRANSACTIONS COVERED BY 341
As previously mentioned, the definition of a collapsible
corporation is very broad. This can be seen from the types of
transactions covered by Section 341. They are:
(1) the sale or exchange of stock of the corporation;
(2) a distribution in partial or complete liquidation of the
corporation within the meaning of Section 346 or 331.
(3) a nonliquidating distribution that, by reason of the lack
of earnings and profits, is treated as a capital gain.
Redemptions of stock which are treated as an exchange under
Section 302 and transactions in which gain is not recognized,
such as an exchange pursuant to a reorganization, are not covered by Section 341.
The relationship of Sections 333 and 337 to collapsible
corporations is interesting.
Section 333 provides for a special rule whereby, under certain
circumstances, the shareholders may elect to receive tax-free
treatment on the liquidation of a corporation which takes place
in one calendar month. The benefits of Section 333 do not
apply to a collapsible corporation to which Section 341(a)
applies. Since subsection (a) merely provides for ordinary
income treatment, Section 333 will apply if the taxpayer can
come within the exceptions of 341(d) and 341(e) which are
discussed later. Therefore, although the statement that a Section
333 liquidation does not apply to a collapsible corporation is'
technically correct, it can have application to a corporation
which is collapsible by definition.
Section 337 provides, as a general rule, that no gain or loss
shall be recognized to a corporation on the sale or exchange of
property occurring after the adoption of a plan of liquidation,
provided the corporation is completely liquidated within twelve
months after the date of adoption. However, Section 337
contains a provision that it shall not apply if a corporation is
collapsible under Section 341(b) (as contrasted with Section
341(a) in the case of Section 333 noted above). The effect of
this (even though it may have been unintentional) is to deny
the benefits of this type of liquidation even though the share-
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holder can come within one of the exceptions in 341(d).
However, Subsection (e), as we will see, does provide that 337
treatment will apply if certain conditions are met.
GENERAL EXCEPTIONS TO COLLAPSIBLE TREATMENT
The transactions which are outside of collapsible treatment
can be divided into two categories. The first category would be
those transactions in which the taxpayer could overcome the
definition of Section 341. However, as previously mentioned,
the regulations effectively provide an objective test which is
difficult, if not impossible to overcome, where a fact pattern
meets the language of the section. The second category would
include those transactions which do not constitute a collapse.
Such transactions include:
(1) a sale or exchange which results in short-term capital
gain.
(2) a payment of an ordinary income dividend.
(3) a tax-free reorganization.
(4) distributions which merely reduce the shareholder's
basis.
The exception for tax-free reorganizations is reflected in
Revenue Ruling 73-378. In this ruling the taxpayer was a
shareholder in a collapsible corporation. He exchanged his
stock for the stock of another corporation in a tax-free
reorganization. Although at the time of exchange the taxpayer
intended to hold the stock which he received in the exchange,
he later sold his shares. As to the question of the recognition of
gain on the exchange of shares, the Service ruled that Section
341 did not apply to a reorganization. In addition, and perhaps
more significant, is the fact that the ruling held that the taxpayer realized capital gain on the sale of his stock since the corporation in which the stock was owned was not collapsible at the
time of the sale.
THE PRESUMPTION OF 341(c)
Section 341 contains a rebuttable presumption according to
which a corporation will be deemed collapsible unless it can
show to the contrary where the fair market value of Section 341
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assets is:
(1) 50% or more of the fair market value of its total
assets; and
(2) 120% of the adjusted basis of the Section 341 assets
The theory of the presumption is simply that in the case
in which a taxpayer has a substantial amount of Section 341
assets which have appreciated significantly in value, it will
have the burden of disproving collapsibility. The practical
effect of the presumption is unclear, however, due to the
usual presumption if favor of the Commissioner in assessing a
deficiency. Nevertheless, in the administration of Section 341 it
seems that it should be taken seriously.
341(d) - THE FIRST LIMITATION ON 341
The first set of limitations on Section 341 appear in Subsection (d). These three limitations as noted in your outline are:
(1) the 5% shareholder rule;
(2) the 70-30 rule where no more than 70% of the gain
realized by the shareholder is attributable to collapsible
property;
(3) the three-year rule where gain is realized after the
expiration of three years following the completion of
"collapsible activities."
If any one of these rules apply, the shareholder can realize
capital gain even though the corporation is collapsible.
The five percent stock ownership rule presumes that a taxpayer who has a small interest does not have control over
corporate affairs and therefore should not be penalized. However, in applying this rule the attribution rules of Section 544(a)
must be considered since a taxpayer's shares cannot be attributed to another shareholder who owns more than 5%.
The 70-30 rule requires dividing the assets into two categories: collapsible assets and noncollapsible assets. Noncollapsible
assets include:
(1) assets which are not Section 341 assets, i.e., land held
for investment and machinery used in the trade or
business;
(2) all property with respect to which a substantial part of
the income has been realized;
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(3)

purchased assets which have been held for more than
three years.
If 30% of a shareholder's gain is attributable to such noncollapsible property, his entire gain is outside of Section 341.
This fact points out the very significant part of the 70-30 rule,
i.e., that the rule is applied on a shareholder-by-shareholder
basis but applies to 100% of the gain or none. Since shareholders may have a different basis for their stock and hence
realize different amounts of gains, some shareholders may find
that this exception will protect them from Section 341, but
other shareholders will find tie reverse to be the case.
For example:
A and B form a corporation. A transfers $100,000 in
cash, B transfers property worth $100,000, with a basis
of $30,000. A and B sell their stock for a total of
$500,000 or $250,000 each at a time the corporation
holds several assets, including a collapsible asset with an
unrealized gain of $250,000. If A and B cannot meet the
"substantial part" test of subsection (b) with respect to
this asset and therefore are within the collapsible corporation definition (since the substantial part test applies
to each and every asset), they next look to the 70-30 rule
under subsection (d). A has a $150,000 gain, of which
$125,000 or 83-1/3% is attributable to a collapsible
property. Accordingly he cannot meet the 70-30 rule
since more than 70% of his gain is attrubutable to collapsible property. On the other hand, B's gain is $220,000 of
which $125,000 or less than 70% is attributable to collapsible property. B can therefore report the entire $200,000 as
a capital gain.
Using the facts above, the "substantial part" test of
subsection (b) cannot be met unless all of the properties
meet the test. However, the 70-30 rule is applied on a
"gross value and gross gain" basis after the assets have
been separated into collapsible and noncollapsible asset
categories.
Therefore, if the taxpayer can demonstrate that 30% or
less of his gain is attributable to noncollapsible assets, even
if the corporation owns more than one, Section 341 will
not apply to him. Despite the comparison of Subsection
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(b), the "substantial part rule" and Subsection (d), the
70-30 rule, do not forget that they can work hand-in-hand
since satisfying the substantial part rule for a particular
asset classifies it as a noncollapsible asset in meeting the
70-30 rule. Incidentally, transfer of securities to meet the
30% test would present a problem as to bona fide business
purpose.
The third of the three limitations in Subsection (d) is known
as the three year rule. Subsection (b) contains a three year rule
as to purchased assets but not for assets manufactured, constructed or produced. The Subsection (d) provides that Section
341 will not apply to gain realized by a shareholder after the
expiration of three years following the completion of the
manufacture, construction, production or purchase of the
property by the corporation. The significance of this rule is that
the taxpayer does not have to prove the absence of the view to
sell his stock or to distribute assets. In addition, the rule applies
to all shareholders who hold stock in the corporation which
has held the assets for the required period. The tacking-ofholding-period rule applies.
In contrast to the Subsection (b) substantial part rule,
wherein all the assets had to satisfy the substantial realization
test, and in contrast to the Subsection (d) 70-30 test, wherein
the percentage was satisfied on a "gross value and gross gain"
concept, the three year rule looks to each asset and may relieve
part of the shareholder's realized gain from ordinary income.
Thus, where a shareholder sells his stock in a corporation which
owns two assets, one for which the construction was completed
more than three years prior to the sale and one which is new,
but both of which had appreciation in value, the shareholder
may report both capital gain and ordinary income.
THE 341 (e) EXCEPTION
The second set of limitations on Section 341 is commonly
referred to as the 341(e) exception. As in the case of 341(0,
which will be discussed hereinafter, 341(e) reflects Congress'
understanding of certain transactions which are not within the
intent of 341. It effectively establishes a safety zone into which
shareholders can bring themselves in order that capital gain

TAX CONFERENCE

treatment will not be denied to those who would have achieved
such if they had conducted the business on their own. This
safety zone can be particularly helpful for the corporation that
was formed or availed of to purchase rental property, since the
provisions of 341 may cause the corporation to be collapsible
even though the shareholders could have reported their gain on
the sale of the rental property as long-term capital gain if they
had acquired such as individuals.
341(e) can only be advantageous. Its safety zone has no
offsetting cost and it operates automatically. Should it be
determined that it does not apply, the taxpayer can attempt to
avoid 341 through the four limitations of 341(d) by showing
that the corporation does not fall within the definition of a
collapsible corporation as defined in 341(b).
While it is difficult to summarize the involved rules of 341 (e),
the theory is that the collapsible corporation provisions are not
to apply if the net unrealized appreciation on the assets which
would produce ordinary income if sold either by the corporation or its principal shareholders is less than 15% of the
corporation's net worth computed on a FMV basis.
The 341(e) exception covers three types of transactions:
(1) sales or exchanges of stock on a shareholder-by-shareholder basis;
(2) taxable distributions in complete liquidations in certain
circumstances; and
(3) (a) distributions in complete liquidation where the
question is eligibility of the transaction for tax-free
treatment under Section 333,
(b) sales of assets by the corporation where the
question is Section 337 eligibility to avoid recognition of gain to the corporation.
Subsection (e) does not apply to partial liquidations, stock
redemptions or a distribution in excess of the basis of stock.
The character of the gain on these transactions are determined
by the general provisions of 341 (a) through (d).
Sales or exchanges of stock are protected if a general corporate test and, if applicable, the specific shareholder test
are satisfied.
The general corporate test was referred to above, i.e., that
the unrealized appreciation of Subsection (e) assets does not
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exceed 15% of the corporation's net worth. If this test is not
met, Subsection(e) will not apply to any shareholder.
The specific shareholder test applies to those owning 5% or
more of the value of outstanding stock. If the 5% through 20%
shareholder is a dealer in the corporation's assets, the safety of
Subsection (e) may be denied to him. The more than 20% shareholder faces the so-called hypothetical dealer test. If this status
exists, he will be denied the benefits of Subsection (e). Also if
the sale or exchange is made with a related person, Subsection
(e) will not apply to a more than 20% shareholder.
Rules similar to those which apply to a sale or exchange
apply to the second type of transaction covered by Subsection
(e), a complete liquidation. Therefore, the general corporate
test of 15% must be met and the specific shareholder test must
be considered. In addition, there is a prohibition as to the sale
or distribution of depreciable assets to shareholders.
As stated previously the special one-calendar-month liquidation provided by Section 333 excludes collapsible corporations
form its coverage. However, a Section 333 liquidation is the
third type of transaction covered by the 341(e) exdeption. The
15% general corporate test must be met, and the test for this
purpose can be more strenuous since property held by referance
to small shareholders may be tainted, i.e., Subsection (e) assets.
Also as noted earlier, Section 337 provides generally that gain
or loss occurring after the adoption of a plan of liquidation shall
not be recognized upon the sale of its assets if the corporation
is completely liquidated within 12 months after the date of
adoption. In the application of Subsection (d), Section 337 is
restricted from applying to a collapsible corporation even if one
of the limitations of Subsection (d) applied, i.e., even if the 5%
shareholder rule, the 70% rule, or the 3 year rule applied. However, Subsection (e) provides that for purposes of 337 a corporation shall not be collapsible if (1) it meets the general
corporate test at all times during the twelve-month period, (2)
substantially all the assets are sold rather than distributed to
the shareholders, and (3) the corporation does not distribute
property which is depreciable or depletable in the hands of the
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shareholder.
The phrase "Subsection (e) assets" has been used often in
the foregoing discussion. These assets are:
(1) property (other than 1231) which, if sold. by the corporation or more than 20% shareholders, would result
in ordinary income;
(2) 1231 property, but only if the unrealized depreciation
exceeds the unrealized appreciation;
(3) net unrealized appreciation in 1231 property which, if
in the hands of the more than 20% shareholder, would
constitute ordinary income;
(4) any copyright, artistic work or similar property created
in whole or in part by any more than 5% shareholder.
Note two important points. In (1) and (3), a more than 20%
shareholder (either direct ownership or by attribution) can
change the category into which the asset must be placed. Also
the amount of recapture of depreciation is not included as a
Subsection (e) asset by a special exception.
In summary, 341 (e) establishes a safety zone at no cost. Two
major tests must be met for qualification. The general corporate
test involves categorizing assets to determine if the diminimus
rule of 15% can be met. In this connection the outside activities
of more than 20% shareholders have a direct bearing on the test.
The specific shareholder test can result in some shareholders
qualifying and others not qualifying. Despite the general rule
that liquidations under 333 and 337 do not apply to collapsible
corporations, the collapsiblity can be neutralized if certain
tests are met in order that these two sections may apply.
Accordingly the subsection is a major exception to the collapsible corporation doctrine, particularly insofar as rental property
is concerned, and should be fully understood by the tax
practitioner.
THE 341(f) EXCEPTION
The third limitation on the collapsible corporation provision
is 341(0. Subsection (f) codified the reasoning that since 341
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does not apply in the case where a corporation has realized a
substantial part of the taxable income from its assets, it
should not apply in the case where it is known at the time of
sale of stock of the corporation that income on the collapsible
assets will be subsequently taxed at the corporate level. This
reasoning is carried out through the use of a consent made by
the collapsible corporation. The effect of the consent is that the
corporation agrees that on any future disposition of its assets,
other than capital assets, it will recognize taxable gain notwithstanding other nonrecognition provisions of the Code. If the
consent is made, all sales of the corporation's stock within the
subsequent six months are not covered by section 341(a)(1).
With this basic outline one can see that Subsection (f) is
much narrower than Subsection (e) since it applies only to
sales of stock by a shareholder to third parties. Another
obvious difference between (e) and (f) is the "tax cost"
required by Subsection (f). Furthermore as previously pointed
out, Subsection (e) operates automatically.
The corporation's consent under Subsection (f) is given in a
statement signed by an authorized officer. Controlling shareholders can therefore cause minority shareholders to be affected
in this respect, although recently there seems to be a trend to
find 341 inapplicable where a sale is made only by a minority
shareholder. The consent is not an admission of collapsibility
and it has no effect until a sale of stock, regardless of the
number of shares, occurs within six months of the date of
consent. Thus a stock sale within six months of the consent
triggers the adverse consequences and does so with finality
since the consent cannot be revoked and may have been unnecessary. Once a consent is filed, the shareholders must refrain
from selling any stock during the next six months for it to be
ineffective.
As in the case of Subsection (e) the statute provides for a
classification of assets under Subsection (f), the disposition of
which will cause taxable gain to result upon disposition. Subsection (f) assets are generally those owned at the time of the
sale of the stock made under the safety of the subsection which
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are not capital assets in the hands of the corporation. In
addition Subsection (f) assets include property acquired by an
option which was held at the time of sale, property resulting
from the manufacture, construction or production which had
begun before the date of sale, regardless of the fact that someone
other than the consenting corporation had started such, any interest in real estate (other than a security interest) and any improvements made on such real estate commenced by the corporation within two years of the consent. To guard against avoidance
ments made on such real estate commenced by the corporation
within two years of the consent. To guard against avoidance
through a holding company, Subsection (f) also requires a consent of all corporations in which the collapsible corporation
owns 5%or more of the value of stock.
The exceptions to the recognition of gain on the disposition
of assets where a consent is in effect is provided for certain
types of tax-free exchanges such as Section 351 (transfers of
assets to a controlled corporation), 361 (reorganizations), and
332 (liquidation of subsidiary) if the transferee agrees to take
the property subject to Subsection (f).
Two other significant points with regard to Subsection (f)
should be made. First, the use of this subsection by a shareholder or certain related persons prohibits him from seeking its
protection on the sale of stock in another collapsible corporation for a period of five years. Second, a Subchapter S corporation can file a consent under Subsection (f), and should
that corporation be able to satisfy the provisions which exempt
it from paying a capital gains tax, there would seemingly be a
way out of the offsetting cost of the consent. However, a close
analysis of this approach to the problem will reveal that
shareholders have to report a large amount of ordinary income
and a large capital loss which could be a catastrophy.
For example:
A Subchapter S corporation owns depreciable property
with a basis of $1,000,000 and a fair market value of
$2,000'000. It files a consent under Subsection (f), and all
the shareholders sell their stock within six months of
the date of the consent to a purchaser for $2,000,000.
Since the corporation elected its Subchapter S status more
than three years ago, it is not subject to a capital gains tax.
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The purchaser, in order to get a step-up in basis for
the assets, liquidates the corporation. Since a Subsection
(f) consent is in effect, the corporation has a $1,000,000
gain. Thus the step-up is to $3,000,000, and on liquidation
the purchaser has a $1,000,000 short-term capital loss.
Therefore, unless the purchaser has large capital gains
against which to offset the loss, this approach could be
disastrous from the tax standpoint.
In closing, one really recognizes that Section 341 is a complicated, abstruse provision. However, the tax practitioner must
be aware of its application and its reprecussions in his planning
of transactions and rendering opinions as to the federal income
tax effects of a transaction. To gain a working knowledge of the
provision is frustrating, but keep in mind the practitioner is not
alone in his frustration. The frustration of the authors of
legislative and interpretative regulations is very real and in some
cases appears to reflect itself directly. A good example of this
may be a part of the regulations for the asset depreciation range
system. If you will remember, the treasury was under attack for
its proposal, and surely there was the usual pressure to rapidly
complete the regulations. Perhaps the pressure, a sunny Sunday
afternoon with the Redskins playing nearby, prompted the
draftsman of regulation Section 1.167(a)-1 1(d) in an effort to
show his frustration to deviate from the normal policy of referring to the corporate taxpayers in examples as corporations A, B
and C or X, Y and Z since his example reads: "Corporation has
a multiple asset vintage account of 1971 of assets K, R, A
and P."
APPENDIX TO
COLLAPSIBLE CORPORATIONS
I Definition - section 341(b)
A. Formed or Availed Of
Few corporations are "formed" for the evil purpose.
Most are "availed of." The basic question is when is
the corporation availed of with the evil view.
B. Principally
The word principally modifies construction, etc., and
not "with a view to."
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With a View to Collapse
1. Although circumstances which cause the view
may arise after construction, the view will be
considered as existing during construction if
the circumstances could reasonably be anticipated at the time of construction. The view exists
whether it was contemplated unconditionally,
conditionally, or as a recognized possibility.
Section 1.341-2(a)(2) and (a)(3).
2. The requirement is satisfied in any case in
which the view was contemplated by those
persons in a position to determine the policies
of the corporation whether by reason of owning
a majority of stock or otherwise.
Solow 22 TCM 398 affirmed on other grounds
Lowery 39 TC 959 affirmed on other grounds
Goodwin 320 F.2nd 356 (Ct. Cls. 1963)
3. The corporation is collapsible if the view existed
any time during construction, etc. The corporation is not collapsible if the view arose after the
completion of construction, etc.
Section 1.341-2(a)(3)
F.T.S. Associates, Inc. 58 TC No. 18 Acq
Louis Kellner TC Memo 1975-293
Jacobson 281 F.2nd 703 (3rd Cir. 1960)
Payne 286 F.2nd 617 (5th Cir. 1959)
Charles J. Riley 35 TC 848
Maxwell Temkin 35 TC 912
Lilliam Epstein 221 F. Supp. 479
McPherson 21 TCM,583
Bailey 360 F.2nd 113 (9th Cir. 1966)
Tibbals 362 F.2nd 266 (Ct. Cls. 1966)
4. The corporation is collapsible if the view took
place at the time of collapse. This argument
would always be satisfied but is no longer
followed.
Sidney 273 F.2nd 928 (2nd Cir. 1960)
Spangler 278 F.2nd 665 (4th Cir. 1960)
5. Regardless when the view existed, a corporation
is not collapsible if the collapse was due to an
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unanticipated economic or other coercion.
Shilowitz 221 F. Supp. 179 (N.J. 1963)
Solow 333 F.2nd 275 (2nd Cir. 1964)
Goodwin 320 Fed. 2nd 356 (Ct. Cls. 1963)
Lowery 335 Fed. 2nd 680 (3rd Cir. 1964)
Temkin 35 TC 906
Steves 66-1 USTC 9214 (Tex. 1966)
Thielen 68-1 USTC 9202 (Tex. 1968)
Substantial Part
1. The amount of unrealized taxable income must
be insubstantial.
Section 1.341-5(c)(2)
Rev. Rul. 62-12 - revoked Rev. Rul. 72-48
Abbott 258 F.2nd 537 (3rd Cir. 1958)
2. The amount realized was substantial.
Levinson 157 F. Supp 244 (Ala. 1957)-51%
substantial
Winn 65-2 USTC 9521

(Mo.

1965) - 40%

substantial
Zongker 334 F.2nd 44 (10th Cir. 1964) acq.
33% substantial
Kelly 293 F.2nd 904 (5th Cir. 1961) acq. - 33%
substantial
Day 55 TC No. 25 acq. - 56% substantial
Zongker 39 TC 1046 - 23% substantial

E.

Heft 294 F.2nd 795 (5th Cir. 1961) - 17% not
substantial
Rev. Rul. 72-48
Activities
I. Construction
Almost anything.
Abbott 258 F.2nd 537 (3rd Cir. 1958)
Sproul Realty 38 TC 844
Rev. Rul. 56-137
McPherson 21 TCM 583
Rev. Rul. 69-378
Farber 312 F.2nd 729 (2nd Cir. 1963)
Sterner 32 TC 1144
Cohen 39 TC 886
Rev. Rul. 68-472
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For purposes of when the view exists and the
exception under 341(d)(3) it is important to know
when construction terminates. Final completion is
determinable.
Glickman, 256 F.2d 108 (2d Cir. 1958)
Temkin, 35 T.C. 912
Rev. Rul. 56-137
Rev. Rul. 63-114
Rev. Rul. 64-125
Freitas, 25 TCM 545
2. Manufacture - obvious
3. Production - not so obvious
Goodwill
Contracts
Formulas
Oil Wells
Accounts Receivable
Patents
4. Purchase of section 341 assets
a.
Stock in trade-inventory normal in amount
in accordance with the corporation's subsubstantial business history will be exempted 1.341-5(c)(1).
b. Held primarily for sale in the ordinary
course.
c. Unrealized receivables or fees resulting
from usual business.
d. Depreciable property (except manufacturing assets).
Property must be held for a period of less than
three years. Section 1223 may apply.
The Collapse
1. Sale or exchange of shares.
2. Partial or complete liquidations.
3. Corporate distributions treated as capital gains.
4. Redemptions.
5. Sales of assets under section 337.
Presumption test
A corporation is presumed to be collapsible if the fair
market value of the section 341 assets is

44

TAX CONFERENCE

1.

50% or more of the fair market value of all
assets (excluding cash, stock and debt obligations), and
2.
120% or more of the adjusted basis of the
section 341 assets.
II Effect of Collapsible Treatment
A. What would otherwise be capital gain will be treated
as ordinary income.
B. In the case of 337, gain will be recognized to the corporation on the sale of the assets and the shareholders
will have no collapsible problems upon liquidation.
III Exceptions to Collapsible Treatment
A. Definitional
B. What Does Not Constitute a Collapse
1. Sale or exchange which results in short term gain.
2. Ordinary income dividend.
3. Tax free reorganization. Rev. Rul. 73-378
4. Distributions which merely reduce basis.
C. Statutory Exceptions
1. 5% rule - section 341(d)(1)
a. Shareholder is exempt if he did not own at
any time commencing with the construction or purchase of the property by the
corporation or thereafter, more than 5% of
the value of the outstanding stock.
b. Attribution rules apply
c. The 5% rule may apply to exempt some
but not necessarily all shareholders.
2. 70-30 rule - section 341(d)(2)
a.
Shareholders exempt unless the gain realized on the stock is attributable more than
70% to collapsible property.
Barry 22 TCM 1129
Sorin 23 TCM 524
Benedek 70-2 USTC 9500 (2nd Cir. 1970)
Rev. Rul. 68-476
Spangler 287 F.2nd 665 (4th Cir. 1960)
b. Collapsible property v. section 341 assets
c. Applied on a shareholder by shareholder
basis but applicable to 100% of gain or to
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none. Section 1.341-4(c)(1)
3. Three Year Rule - section 341(d)(3)
a.
Applicable to all shareholders on gain
realized after the expiration of three years
following completion by corporation of
construction, etc.
b. Applicable to all shareholders or none.
c. Completion means final completion.
d. Applicable to all or part of gain.
Rev. Rul. 65-184
Rev. Rul. 70-93
Rev. Rul. 70-397
e.
Definition on construction - See E. 1
Rev. Rul. 63-114
Rev. Rul. 56-137
Rev. Rul. 64-125
f. Holding periods may carry over from predecessor. Rev. Rul. 57-491
g. Date of realization of gain controls.
Rev. Rul. 60-68
Rev. Rul. 67-100
4. Application of 341(d) exceptions to 337 liquidations. Leisure Time Entervrises 56 TC No. 90
The Non-statutory Equity Exception
The collapsible provisions should not apply if the
shareholders personally would have been entitled to
:capital gain treatment on the sale or exchange of
assets had the assets not been incorporated. Thus,
there would be no intent to convert ordinary income
into capital gain. REJECTED.
Braunstein 374 U.S. 65 (1963)
The 341 (e) Exception
The general purpose of the collapsible provision is not
evidenced if the unrealized appreciation on those assets
which would produce ordinary income if sold either
by the corporation or its principal shareholders does
not exceed 15% of the net worth.
1. Transaction to which 341(e) applies.
a.
On a shareholder by shareholder basis to:
(i) Sales or exchanges of stock by any
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shareholder to an unrelated person.
Sales or exchanges of stock by a
20% or less shareholder to a related
person.
(iii) Certain section 331 liquidations.
b. On an all shareholders or none basis to a
333 liquidation.
c. At the corporate level to a 337 liquidation.
(Rev. Rul. 73-500)
2. Transactions to which 341(e) does not apply:
a.
Sales or exchanges of stock by a more than
20% shareholder to a related person.
b. A 331 liquidation in which any depreciable
property is distributed in kind.
c. Partial liquidation distributions.
d. Distributions treated as capital gains.
e. Stock redemptions.
3.
Subsection (e) assets
a. Property (other than 1231) which, if sold
by the corporation or more than 20%
shareholders, would
result in ordinary
income.
b.
1231 property, but only if the unrealized
depreciation exceeds the unrealized appreciation.
c. If there is a net unrealized appreciation in
1231 property, such property, only if, in
hands of more than 20% shareholder would
constitute ordinary income.
d. Any copyright, artistic work or similar
property created in whole or in pary by
any more than 5% shareholder.
4. General Corporate Test
The unrealized appreciation on subsection (e)
assets may not exceed 15% of the net worth of
the company.
5. Specific shareholder test.
The 341 (f) Exception
Relieves selling shareholder, but at the expense of the
corporation and acquiring shareholder.
(ii)

F.
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The Consent
The corporation will promise to recognize income upon the disposition of its (f) assets.
(i) Disposition occurs in the case of a sale,
exchange, involuntary conversion and any
other disposition.
(ii) The exception to the disposition rule
occurs in a tax free transaction where the
basis of the assets are carried over.
2.
Subsection (f) asset
(i) All assets held on the date of the sale- of
stock except capital assets.
(ii) Land, any other interest in real property
(except security interest) and unrealized
receivables or fees will not be considered as
capital assets under the exception.
3.
Shareholder Result
(i) If stock (held for more than six months) is
sold within six months of the consent, the
collapsible provisions will not apply.
(ii) Once sold the shareholder may not sell
stock in another consenting corporation for
a period of 5 years.
Subchapter S Election.

